FOR PUBLICATION

UNITED STATES BANKRUPTCY

DISTRICT OF NEW JERSEY
Caption in Compliance with D.N.J. LBR 9004-2(c)

InRe: Case No.: 04-19537 MS

PEMAQUID UNDERWRITING BROKERAGE, INC.

Debtor.

PEMAQUID UNDERWRITING BROKERAGE, INC., | Adv. No.: 04-2402 MS
UNITED MESSENGER COURIER PROGRAM and
JOHN T. SIMON, Judge: Morris Stern, U.SB.J.

Plaintiffs,
V.

D&H ALTERNATIVE RISK SOLUTIONS, INC,,
VALLEY NATIONAL BANK, CUNNINGHAM
LINDSEY CLAIMS MANAGEMENT, INC., and XYZ
CORRP. (fictitious entities),

Defendants,

V.
LEGION INSURANCE COMPANY (in liquidation),

Interpleader Defendant.

OPINION



Appear ances

Andrew L. Indeck, Esq.

Scarinci & Hollenbeck, LLC

1100 Vdley Brook Avenue

P.O. Box 790

Lyndhurst, NJ 07071

Attorneys for Plaintiffs, Trustee for Pemaquid Underwriting Brokerage, Inc.,
United Messenger Courier Program and John T. Simon

Charlotte E. Thomas, Esg.

Wolf, Block, Schorr and Solis-Cohen, LLP

1940 Route 70 East, Ste. 200

Cherry Hill, NJ 08003

Attorneysfor Interpleader Defendant, M. Diane Koken, Insurance Commissioner
of the Commonwedth of Pennsylvania as Statutory Liquidator of Legion
Insurance Company and Villanova Insurance Company

Morris Stern, United States Bankruptcy Judge

Here, the substantive question on cross-motions for summary judgment is the ownership of
certain bank accounts (the “Imprest Accounts’). These accounts are claimed, on the one hand, by the
Chapter 7 bankruptcy trustee of a debtor-insurance broker and a partnership comprised of that broker
and another nondebtor, and, on the other hand, by the Commissioner of Insurance of the
Commonwedth of Pennsylvania, asliquidator of the defunct Legion Insurance Company.

In aturnabout from more familiar fact patterns, sub judice it is the trustee in bankruptcy who
assarts that the bank accounts & issue were only nomindly Legion's (now only nomindly in the estate
to be liquidated by the Commissioner). Asthe trustee would have it, the equitable interest in the
accounts belonged to Pemaguid and the partnership. The Imprest Accounts, by this contention, would

become property of the bankruptcy estate per 11 U.S.C. § 541(a) (to be then alocated between the



estate and the partnership which includes the debtor). Equitable remedy is sought by the trustee and his
co-plantiffs, including the imposition of trust concepts. They aso assart contractud entitlement. The
Commissoner ressts, arguing that her estate in liquidation pursuant to Pennsylvanialaw and her
gppointment by the Commonwedlth Court includes the Imprest Accounts, which were plainly opened in
Legion's name and were under its control.

This adversary proceeding originated as a civil action in the Superior Court of New Jersey.
Faintiffs, Pemaquid Underwriting Brokerage, Inc. (now the debtor in an ongoing Chapter 7 case),
United Messenger Courier Program (United, purported to be a partnership of Pemaquid and John T.
Simon), and Simon, filed their complaint on January 19, 2004. Plaintiffs sought a determination of
rights to the Imprest Account balances,* but did not name Legion or the Commissioner as defendants.

Instead, certain intermediaries with operational access to the accounts were the origina defendants.?

The Imprest Accounts are the New Jersey account #04084190-1 opened in Legion’s namein
conjunction with D&H Alternative Risk Solutions, Inc. at Valey Nationd Bank, with a current balance
of $599,686.07 (see D10, Exhibit R, pp. 5 and 6 and Exhibit S; and D16); and, the Texas account
#3860-2277 opened by Cunningham Lindsey Claims Management, Inc. at an unstated bank, with a
current balance of $508,167.93 (CL’s authority derived from D&H’ s contractua relationship with
Legion, D3, Exhibit D 88 5.1 and 5.2, dlowing for such service companies to utilize the account) (see
also D16).*

*Document references “D” are to numbered entries in the docket in this Adversary Proceeding.

The named defendants were: D& H Alternative Risk Solutions, Inc. (D&H”), aclaim servicing
business which dong with its effiliate, Dietz and Hammer (“Dietz”), had contracted with Legion
Insurance Company to provide adjusting and adminigtrative services, Cunningham Lindsey Claims
Management, Inc., a subcontractor to D& H with respect to Legion services, and, a New Jersey bank
which held certain deposit accounts including some Imprest Accounts. D&H and Cunningham
maintained certain operational control of one or another of the Imprest Accounts. The bank has since
been dropped from the case.



One defendant then interpled by both counterclaim and third-party complaint (which brought the
Commissioner into the case as Legion's liquidator).?

On March 22, 2004, the debtor filed its bankruptcy petition. Pursuant to 28 U.S.C. § 1452,
the trustee filed a Notice of Petition of Remova on or about June 18, 2004. The proceeding was then
referred to this Court by the District Court.* This Court has jurisdiction, as well, in accordance with 28
U.S.C. § 1334 and the Standing Order of Reference of the United States District Court of New Jersey
dated July 23, 1984. The parties contend that this is a core proceeding within the meaning of 28
U.S.C. § 157(b)(1) (see 28 U.S.C. § 157(b)(2)(A)(E) and (O)). They have stipulated and agreed that
it should be treated as core. Given that stipulation and this Court’s conclusion thet, as a minimum, the
proceeding is“related to a case under title 11" per 28 U.S.C. 8 1334(b), this Court will enter judgment.

Summary judgment is appropriate in this case. Badic facts are not in dispute, though
conclusionsto be drawn from avolume of contracts are a issue. A substantial documentary record,
including contracts and certifications, has been developed. Judgment can be rendered on the record,
since questions of law can be decided on either undisputed facts or facts read most favorably against
the successful judgment proponent. Trigble issues are thus obviated. See Fep. R. Civ. P. 56 and Feb.
R. BANKR. P. 7056.

Facts

3Legion’'s demise resulted first in a Pennsylvania Commonwealth Court Order of March 28,
2002, the “ Rehahilitation Order,” and then a*“Liquidation Order” of July 28, 2003 (D3, Exhibits A and

B, respectively).
“Order of August 10, 2004 (D2).



The Pemaquid-Legion relationship drew the other named defendants into this proceeding. It
a0 implicated offshore enterprises, one of which was the parent of the domestic insurer, Legion. That
Bermuda-based parent, Mutual Holdings Bermuda Ltd. (“MH” or “Mutud”), has offshore subsdiaries
which include workers compensation reinsurers Mutud Indemnity Ltd. of Hamilton, Bermuda (*MB”)
and Mutua Indemnity (Barbados) Ltd. of Bridgetown, Barbados (“MBa™).

In smplest terms, the “rent-a-captive’ program implicating Pemaguid, Legion and otherswas a
device by which Pemaguid and United could “bundl€’ their clients asinsureds, and cover those clients
with law/regulation compliant workers compensation insurance through a duly licensed insurer, which in
turn would look for coverage to its offshore reinsurer —while Pemaquid held the reinsurer harmless with
respect to the ultimate risk of underwriting losses. Pemaquid and United, rather than the licensed
insurer, were to garner any underwriting profit. Theinsurer and reinsurer were to receive commissions.
The busness initiators (again, Pemaquid and United) were to indemnify the offshore reinsurer against
underwriting loss. Theoreticdly, premiums would account for dl dam payments, program expenses
and commissions, and the remaining profit (including a share of the investment income on the pooled
premium-generated funds) would inure to the businessinitiators. Hence, the risk-reward characteristics
of insurance would be reversed as between the licensed insurer (now a* captive’) and the broker/agent.
Of course, much of the mechanics of such areversa of interests was designed to achieve technica
compliance with gpplicable insurance regulation which, among other requirements, plainly dictates that

insureds be protected.



Thus, from Pemaquid’ s perspective the arrangement had its regulated and more conventional
insurance attributes (referred to here for convenience as the “Insurance Mechanics’), and its investment
attributes (“Investment Mechanics’).

Asto the Insurance Mechanics, the fundamental document was the Legion-issued workers
compensation policy (the*Policy” or “Policies’) covering insureds produced by Pemaquid as broker
and/or agent. Accordingly, pursuant to acertain Management Agreement (D3, Exhibit F) (the
“MA”"),> Pemaquid was gppointed Legion’s manager to procure, underwrite and service “Worker's
Compensation and Employer’s Liability written under the New Jersey Workers Compensation Safety
Group Pool Program” (MA, Section 2A).

Pemaguid had no claims authority (MA, Section 4C) and no capacity to “bind reinsurance or
retrocesson” on behaf of Legion (MA, Section 4D). Pemaguid served as an independent contractor
with no employee/employer rdationship with Legion (MA, Section 24). It was not authorized to
goppoint a“sub-managing generd Manager” (MA, Section 4H). Pemaquid was required to remit all
premiums to Legion, whether collected or not (MA, Section 9A), and to hold the premiumsin a
fiduciary capacity for Legion. The manager thus had no interest in the premiums, and was to make no
deduction from them other than for Pemaquid’'s commisson (MA, Section 9D). In addition, Pemaquid
was required to refund the proportionate share of its commission on canceled policies or reduced

premiums (MA, Section 17B).°

5The MA was signed May 5, 1997 but was rendered effective as of February 1, 1996.

®Pemaqiuid, as manager, was alowed a Base Commission of twelve percent of Gross Collected
Premiums (less returns and cancellations) for policies commencing February 1, 1996 through January 1,
1997 and a Base Commission of fifteen percent of Gross Collected Premiums (less returns and
6



The Insurance Mechanics dso included the Brokerage Agreement between Legion and
Pemaquid (D3, Exhibit G) (the “BA”) with multiple Addenda showing the remuneration due Pemaquid
from Legion for contract years beginning February 1, 1996 and extending through February 2, 2001.
As abroker, Pemaquid was "a representative of the Insured and not the agent or representative of
Legion” (BA, Section C). Like the Management Agreement, the Brokerage Agreement aso required
Pemaquid to “remit to Legion all premiums whether or not collected” (BA, Section B1) and
alowed Pemaquid a commission on premiums (BA, Section D).’

The Reinsurance Agreement (the “RA”) was another fundamentd of the Insurance Mechanics.
Thiswas a preexigting agreement between Legion asinsured and its offshore effiliate reinsurers, MB
and MBar. It was dated September 8, 1988, effective January 1, 1988 (D5, Exhibit 1, Subexhibit C).
The agreement refersto MB and MBar asa single party, “thereinsurer.” Per the RA, Legion was
permitted to cede to the reinsurer “a portion of [Legion’q ligbility” attributable to the Policies. This
type of reinsurance is known in the industry as a“treaty.” See North River Ins. Co. v. CIGNA Reins.
Co., 52 F.3d 1194, 1199 (3rd Cir. 1995). Thereinsurer received a premium for this undertaking,
which in RA termsisthe “Net Premium Paid” (Article 11 5); the parties agree that it was Policy

premium net of certain commissions and other deductions which flowed “ upstream” from Legion to the

cancellations) for policies commencing January 1, 1997 through January 1, 1998) (MA, Addendum 1
and Addendum 2). Section 18 of the MA entitled “Contingent Profit Commission” contains only the
gatement “This Section intentionaly left blank” (MA, Section 18).

"The broker commissions due Pemaguid ranged from twelve percent of Gross Written
Premium for policies effective February 1, 1996 through January 1, 1997 to twenty-three percent of
Gross Collected Premiums for policies effective February 1, 2001 through February 1, 2002.
Pemaquid was required to return to Legion unearned commission on canceled policies (BA, Section
D3).
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reinsurers (D15 12 and D5 1111 12 and 13). “Downstream” flow necessary to meet the ceded ligbility
obligations was provided for by the RA asfollows (Article IV 1):

[Legion] will, with funds to be provided by the Reinsurer, establish and

maintain a Paid Loss Deposit Fund, the purpose of whichisto provide

asource of funds for payment of the Reinsurer’ s ligbility under this

Agreement.

The Paid Loss Deposit Fund wasto be maintained generdly in an amount equa to an average two
months' paid losses. (“Paid losses’ were those paid by Legion, Article 1l 3.)) The reinsurer’sliability
followed that of Legion; that is, al settlements by Legion bound the reinsurer (Article 111 1).2 If Legion
became obligated to pay a claim which exceeded the balance in Legion’s Paid Loss Deposit Fund, the
reinsurer was to send Legion the necessary amount on written demand (Article IV 2). It isthe Paid
Loss Fund which the trustee now equates with the Imprest Accounts; the Commissioner disputes

this point, asserting that the Paid Loss Fund was only a bookkeeping entry, not a specified bank

account.

8 [T]here are significant differences between primary
insurance and reinsurance. . . . In areinsurance
contract, one insurance company (the “ceding insurer”
or the “reinsured”), cedes dl or part of therisk that it
has underwritten pursuant to an insurance policy or
polices[s¢] to another insurer (the “reinsurer”), in
return for a percentage of the premium. ... A
reinsurance contract confers no rights on theinsured. . .
. Infact, the reinsurer is not directly liable to the
insured. . . . Thereinsurer’ s only obligationisto
indemnify the ceding insurer on the risk trandferred.

British Ins. Co. v. Safety Nat’| Cas., 335 F.3d 205, 211-12 (3d Cir. 2003) (interna citations and
footnote omitted).
8



A last component of the Insurance Mechanics was two Three Party Claims Beneficiary
Agreements (the “TPAS’).° Asthe Management Agreement stated, Legion granted Pemaquid no
authority to settle clams. Through the TPAS, Legion engaged D&H and Dietz to service and sttle
cdamsonitsbehdf. Therdationship of the servicing companies (D& H and Dietz) to Legion was
gmilar ineach TPA. The D&H TPA required D&H to "[i]nvestigate and adjust, settle or deny” dll
clams and allowed D& H to engage or to hire outside help (TPA-D&H, Sections 111 3.2(b) and (¢)). It
aso required D& H to "[m]ake timely payments of vaid clams. . . out of funds provided by [Legion]. .
! (TPA-D&H, Section 111 3.2(f)). Section V, "Draft Authority and Issuance,” described the source of
the funds which D&H was to use to pay clams

[D&H] shall have authority to draw upon a bank account (the 'Loss
Payment Account’) which shal be established for usein payments of
cdams. ... TheLossPayment Account will be replenished monthly by
[Legion] upon receipt of required monthly accountings as st forth in
paragraph 7.1 . .. [Legion] may review the adequacy of the account at
any time and increase or decrease the account as necessary. [D&H]
shdl be required, upon the request of [Legion], to remit promptly any

fundsin the account in excess of the required amount as determined by
[Legion].

(TPA-D&H, Section V 5.1). The Loss Payment Accounts established under the TPAs are the
Imprest Accounts here at issue. The adjuster was responsible for balancing the Loss Payment
account (Section V 5.4), and was given certain check-sgning authority (TPA-D&H, Sections V5.1

and 5.2).

°One was among Legion, Pemaquid, and D& H Alternative Risk Solutions (D3, Exhibit D,
Three Party Claims Servicing Agreement, signed August 29, 1997, effective January 1, 1997); and a
second TPA was among Legion, Pemaquid, and Dietz & Hammer (D3, Exhibit E, Three Party Claims
Servicing Agreement, signed October 7, 1999, effective August 14, 1999).
9



The Reinsurance Agreement, a component of the Insurance Mechanics, aso served as part of
the Investment Mechanics. But the centerpiece of the Investment Mechanics was two Shareholder
Agreements Both Shareholder Agreements were dated February 1, 1996. One, naming Pemaquid as
“Shareholder” (D8, Exhibit A, “SA-P’), was amended five times through May 15, 2001; the second,
naming United Messenger as Shareholder (D8, Exhibit B, “ SA-UM”), was amended at least twice
through December 28, 2000. In each agreement MH, the parent of both Legion and the reinsurer, was
the party contracting with the named shareholder.

Each Shareholder Agreement stated that MH alowed the named shareholder to purchase from
MH one share of preferred, nonvoting stock for $1,000 and thus to receive a dividend based on the
following formula:

2(A) thereturn on investment of the purchase price, net of an adminigtrative feg;

2(B) plusor minus the investment income or loss earned by [MB, the reinsurer] under the
Reinsurance Agreement through March 31 before the dividend date less an
adminigrative fee in Appendix | and “equd to a percentage per annum of the average
amount of such funds held by [MB, the reinsurer] during the preceding year. Itis
under stood and agreed that such funds may be held by [ MB, thereinsurer] asloss
reserves and premium reserves and may be repaid to [ Legion] pursuant to the
terms of the [RA].

2(C) plusor minus the underwriting gain or loss redlized by [MB] on the [RA] through
March 31 before the dividend date. The underwriting gain as defined in 2(C) is
computed as the net premium received by [MB] after dl deductions made by or paid to
Legion — ceding commissions, expenses, taxes, licenses, fees, assgned risk charges,
guarantee funds related to Legion policies— as provided in the [RA], minusthe
Underwriting Fee in Appendix | and minus the cost incurred by [MB] in obtaining and
maintaining the letter of credit in favor of Legion required by the [RA].

(D8, Exhibit A, emphasis added). Under this formulathe payment of a dividend was essentidly a

function of underwriting profit. Moreover, underwriting losses became the obligation of the named

10



shareholder (Pemaquid or United) pursuant to shareholder indemnification of MH and MB. (SA,
Section 3). Coallaterd in the form of abank letter of credit or equivaent was required to support this
indemnification.

The plaintiffs describe certain specific business rdations and the flow of premiums and clam
payments relevant to Pemaquid, Legion and others, asfollows:

» Pemaquid “underwrote the risk assumed by the Legion paper, put up the monies (premiums)
and [was] responsible to provide collaterd . . . and collected premiums’ (D5, Exhibit 1,
13).

» Pemaquid “put up” the premiums and sent them through Legion as a* conduit” to MB (D5,
Exhibit 1, 1 13).

* Various “expenses’ were deducted from the premiums before they were deposited with MB.
These included a six-percent fee to Legion (D5, Exhibit 1, 1] 13); an amount, initidly ten
percent of premium, forwarded to the third-party claims administrators (D5, Exhibit 1, 1 14)
(D5, Exhibit 1, §113).

» The monies ultimately deposited with MB “were referred to asthe net loss fund’ and were
deposited into [MB'’ 5] accounts for investment and managing;” MB was paid out of these
funds for “managing the net loss fund accounts’ (D5, Exhibit 1, 1 13).

» MB and Pemaguid/United “but not Legion were the beneficiaries of the investment income
earned through MB’ s management of the net loss funds accounts’ (D5, Exhibit 1, 1 13).

» Pemaguid/United and not Legion was “the beneficiary of *underwriting profit’ from the net
loss fund accounts which would be paid back to [Pemaguid/United] once dl clams were
extinguished againg the policies’ (D5, Exhibit 1, 1 13).

» The Imprest Account included initid *seed” funds of ten percent of gross collected premiums
(D5, Exhibit 1, § 14); advances were later maintained “ at an average of 2% months of paid
losses’ (D5, Exhibit 1, 1 15).

« Legion did not have an ownership interest in the money used to pay dams; “[d]s the issuer of
the Workers Compensation policy paper, Legion did have an interest in overseeing the clams
brought againgt the policies of insurance it issued, but did not have an ownership interest in
the funds utilized to pay those clams’ (D5, Exhibit 1, 1 14).

11



» Besdestheinitid funding from gross collected premiums, the Imprest Accounts received
payments “through Legion” from the loss funds managed by the reinsurer (D5, Exhibit 1,
16).

* “Any money remaining in an imprest fund account & the close of a program, whether the
program was terminated by expiration of time or any other circumstance, was returned to
Pemaquid as ‘ underwriting profit'” (D5, Exhibit 1, 1 18).

* Therewas no provision for money in the Imprest Accountsto go to Legion (D5, Exhibit 1,
18).

The plaintiffs supporting submissions do not point to any passage in any agreement which describes
how money would be ddivered to Pemaquid from the Imprest Accounts; the only mechanism for an
outflow from these accounts potentialy to benefit Pemaquid would be through the reinsurer.

The Commissioner’ s counterstatement of cash flow and business relations includes the
following:

* Pemaguid was compelled to remit program premiums, less only Pemaguid’s commission, to
Legion on amonthly basis (D15,  10).

* The entire remittance to Legion was deposited into Legion's generd operating account (D15,
111).

 Under the Reinsurance Agreement, Legion remitted to the reinsurer written premium less (i)
the ten-percent retention of written premium (presumably to initidly seed the Imprest
Accounts) (D15, 1 13), and (ii) the ceded commission, which included “Legion’s fees,
Pemaguid’ s fees; taxes, assessments, and specific, aggregate and catastrophic reinsurance
premiums’ (D15, 1 12).

» MB deposited the ceded premium which it received from Legion into MB’ s operating
account, identifying the Pemaguid program on a bookkeeping basis (the so-cdled “Loss
Fund”) (D15, 1 14).

* The purpose of the Loss Fund a MB was to cover MB’ s reinsurance obligations to Legion.
If MB’s reinsurance obligations to Legion exceeded the balance in the Loss Fund, there was
no underwriting profit. Under the Shareholder’ s Agreement, Pemaguid had to remburse MB
for any underwriting loss, but benefited from any underwriting profits (D15,  15).

12



* MB had to pay Legion for losses under the Reinsurance Agreement even if MB had no
money in the Loss Fund for that particular program (D15, 1 16).

* MB sent payment for reinsured losses into Legion’ s operating account and not directly into
the Imprest Funds accounts (D15, 1 17).

» “Article IV of the Reinsurance Agreement obligates Legion to establish a Paid Loss Deposit
Fund *to provide a source of funds for payment of the Reinsurer’sliability.” This Paid Loss
Deposit Fund is not the Loss Fund at Mutud, nor isit the Imprest Accounts at the TPA's.
Rather, it is merely an accounting designation to record reinsurance funds received by Legion
from Mutua Indemnity” (D15, 1 18).

* On April 23, 2003 the Commissioner and the reinsurer entered into a Commutation
Agreement which fixed underwriting losses between them for al reinsurance obligations
(covering 112 programs, including among them the Pemaquid and United Messenger
programs) (D15, 1 19).

* Initsdemand from Pemaquid for rembursement of underwriting losses pursuant to this
Commutation Agreement and the Shareholder’ s Agreement, [MH] gave Pemaquid credit for
“amounts relating to the Imprest Accounts’ (D15, {1 23)™%.

In sum, there is generd agreement between the plaintiffs and the Commissioner regarding
program “upflow” of premiums and “downflow” of clam payments. More particularly, premium went
from Pemaquid to Legion (less a broker or agent commission to Pemaquid). Legion would deduct its
commission, an initid amount to seed clam payment availability, and expenses (including an amount to

purchase “ catastrophe”’ insurance from reinsurers outside the Mutual network), and pass the net

10See the August 20, 2003 letter from David Alexander, President of M B, to Pemaquid,
apprising Pemaquid that its obligation was fixed at US $2,014,860 but “capped” a US $979,163.
(D6, Exhibit Q, Sub-exhibit C). See also D3, Exhibit N, documenting two wire transfers of
$268,113.48 and $284,145.66 from “Legion” to the New Jersey Imprest Account on dates uncertain,
but each subsequent to the therein referenced “6/14/03" and “7/12/03" check register dates; these
post-Commutation Agreement transfers occurred at times when MB reinsurance was no longer
avallable to the Commissioner as Legion’ sliquidator. The Commissioner contends that thisis proof of
adisconnect between Pemaquid's claim to funds said to have emanated from MB’ s Loss Account, and
the current Imprest Account balances.

13



premium to MB, the program reinsurer. MB, while placing the premium in its pooled accounts, would
invest the funds and provide a periodic accounting to Pemaquid through the parent, MH. Reinsurance
clamswould be satisfied by MB, directly (or through reimbursement) from the funds held on account of
the program, viaremittance to Legion. Legion would deposit these downflow funds into its operating
account and periodicaly transfer to the Imprest Accounts to satisfy clams. If MB held no positive
balance on the program’ s behdf, MB would cal upon Pemaquid (or its collaterd) to satisfy the
reinsurance obligation or to reimburse MB for its payment to Legion.

Of course, the parties have very different views of thair rdaive interests in the Imprest Account
bal ances and whether the insurance program generated an “ underwriting profit.” Asto thislast point,
the trustee is engaged in litigation in Bermuda, where MH is suing Pemaquid and United for program
underwriting losses (capped by the April 2003 Commutation Agreement between MH and the
Commissioner). Pemaquid and United have counterclaimed for underwriting profit.

Discussion

The plaintiffs seek to bring the Imprest Account balances into (and, in part, through) the

bankruptcy estate. Indeed, the bankruptcy estate includes “dl legal and equitable interests of the

debtor in property as of the commencement of the case.” 11 U.S.C. § 541(a)(1).* To succeed, they

1111 U.S.C. § 541(a)(1) provides:

(& The commencement of a case under section 301, 302, or 303 of
thistitle creastes an edtate. Such estate is comprised of dl the following
property, wherever located and by whomever held:

(1) Except as provided in subsections (b) and (c)(2) of this
section, dl legd or equitable interests of the debtor in property
14



must prove their equitable interest and that the Commissoner has only a nontitled possessory interest in
or mere legd titleto the accounts. Cf. 11 U.S.C. § 541(d).*2

Undisputed facts establish Legion as the named holder of the Imprest Accounts. The
depository agreements are between the banking ingtitutions and Legion, Legion’s corporate resolutions
authorized the opening of the accounts, and Legion’s federd identification number is associated with
them. Legion could, unfettered insofar as the banks were concerned, withdraw part or dl of the
account balances, and identify signatories for checksto be drawn on them. The fact that Legion named
particular officers of the D&H entities and of Legion asits authorized sgnatories did not prevent it from
exercising its discretion vis-a-vis the banks to revoke and/or alter that authority.™® It should thus be

clear that these accounts were presumptively Legion’s, now succeeded to by the Commissioner. This

as of the commencement of the case.

1211 U.S.C. §541(d) provides:

(d) Property in which the debtor holds, as of the commencement of the
case, only legd title and not an equitable interest, such as amortgage
secured by red property, or an interest in such amortgage, sold by the
debtor but as to which the debtor retains legd title to service or
supervise the servicing of such mortgage or interest, becomes property
of the estate under subsection (a)(1) or (2) of this section only to the
extent of the debtor’slegd title to such property, but not to the extent
of any equitable interest in such property that the debtor does not hold.

It isimportant to note that this section has no direct application to the matter sub judice snceit isthe
Commissioner and not the debtor who held legd title to (or a purported nontitled possessory interest in)
the Imprest Accounts as of the commencement of the bankruptcy case.

13The TPAs authorized both D& H and Dietz to draw upon the Imprest Accounts but provided
that Legion could revoke that authority at any time on written notice, D3, Exhibit D, §5.1; Exhibit E,
5.1. The TPAsds0 provided that only those entities which Legion specificaly authorized in writing
could issue checks upon the Imprest Accounts. (D3, Exhibit D, /5.2 and Exhibit E, 15.2).
15



is the case under the law of both New Jersey and Texas (the sites of the Imprest Accounts), aswell as
in Pennsylvania (the Site of Legion’s principd office and current liquidation proceeding, and the law of
the TPAs, MA and RA).*

The predominant case law centers on “property of the estate”’ concepts where claimants assert
aright to exclude an asset from the bankruptcy estate. Structuraly, that precedent requires
condderation of: whether the debtor was a mere conduit for the property at issue; whether the clamant
can establish atrust reationship (expressed or implied) so asto prove beneficiary status outside the

edtate; or, whether the equitable remedy of congtructive trust should be gpplied.  The gpplication of this

“Article 4 of the Uniform Commerciad Code, “Bank Deposits and Collections,” appliesin each
of thesejuridictions. “Customer” is universally defined in 8 4-104(a)(5) of the UCC as, in pertinent
part, “a person having an account with abank.” The basic relationship between a payor bank and its
customer, though defined as to certain fundamentals in Subchapter 4 of Article 4, generdly remainsa
function of the deposit agreement. See, e.g., Cersonsky, “ Deposit Agreements Between Banks and
Their Customers - A Wall of Protection or a Wall With a False Foundation?” , 31 Tex. TeCH. L.
Rev. 1 (2000). See, generally: asto New Jersey, All American Auto Salvage v. Camp’s Auto
Wreckers, 146 N.J. 15, 24 (1996) (deposit of funds into genera account transfers ownership of funds
to bank and makes depositor the bank’ s creditor); Pagano v. United Jersey Bank, 143 N.J. 220,
233 (1996); Kelil v. National Westminster Bank, Inc., 311 N.J. Super. 473 (App. Div. 1998); asto
Texas, Bank One, Texas, N.A. v Sunbelt Sav., F.SB., 824 S\W.2d 557, 558 (Tex. 1992) (“Funds
placed with a bank ordinarily become generd deposits which create a debtor-creditor relationship
between the bank and its depositor”; a creditor who “wants to challengetitle to funds held by athird
party . . . should seek awrit of garnishment naming the nomina owner not the true owner”); Whitney
Nat’| Bank v. Baker, 122 SW.3d 204, 208 (Tex. App. 2003) (“The name on the account is prima
facie proof of ownership of the account” and relying on Sunbelt Sav. for the proposition that “[a] bank
isentitled to rely on its deposit agreement when determining to whom it is indebted”); Newsome v.
Charter Bank Colonial, 940 SW.2d 157 (Tex. App. 1997); Overton Bank & Trust, N.A. v.
PaineWebber, Inc., 922 SW.2d 311, 313 (Tex. App. 1996); In re World Access, Inc., 301 B.R.
217, 265 (Bankr. N.D. IIl. 2003); and, as to Pennsylvania, Inre Blose's Estate, 374 Pa. 100, 103
(1953) (asignature card is not necessary to prove ownership of abank account); Caban v.
Commonwealth Dept. of Public Welfare, 60 Pa. Commw. 432, 434-35 (1981) (it is presumed that
title to adeposgit isin the person in whose name it was made).
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dructure in inverse circumstances — where the trustee and his co-plaintiffs are attempting to extend the
ogensible etate — requires further andysis.

More specificdly to the facts of this case, the plaintiffs primarily rely on the complex and
interconnected contractud relationships between and among Pemagquid/United, Legion, and the
offshore Mutua companies. Does the “rent-a-captive’” web establish the debtor’ s and its effiliate’ s
rights to the Imprest Account balancesirrespective of trust law (thus rendering Legion a mere conduit
of certain funds)?™®> Does that same series of contracts establish an express or implied trust (here, i.e, a
resulting trust) '

Precedential Framework

Three cases are of particular note where, in the more usua circumstance, the bankruptcy estate
is the holder of funds and a nondebtor party claims contractud or equitable entitlement to those funds.
In this drcuit, In re Columbia Gas Systems Inc. initidly focused on customer refunds in the possession
of anaturd gas pipeline operator at the time of its bankruptcy filing. These refunds were a function of
Federd Energy Regulatory Commission tariff orders. “Applying federd common law, we hold that the

customer refunds. . . are excluded from Columbia s bankruptcy estate under section 541(d) of the

5In the more conventiona circumstance, availability of nontrust-based claimant assartions to
support 8 541(d) exclusion of equitable interests from bankruptcy estates, remains an open question in
the Third Circuit. See In re Columbia Gas Systems, Inc., 997 F.2d 1039, 1059 n.7 (3d Cir. 1993),
cert. denied 510 U.S. 1110 (1994) ; contrast the dissent’s position at 997 F.2d at 1065-67.

15The more usua incorporation of Sate law into § 541, though reasonably clear in this case, has
been overridden by the use of federd common law where federd policy dictates. See In re Columbia
Gas Systens, Inc., 997 F.2d at 1055-58. Sub judice, the law of the Situs of each Imprest Account
(New Jersey and Texas) is either directly gpplicable or influentia, asisthe law governing liquidation of
the “rent-a-captive’ licensed domestic insurer (that of Pennsylvania).
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Bankruptcy Code.” 1d. at 1062.1" To develop the gpplicable federad common law, the Third Circuit
relied heavily on the pre-Code case In re Penn Central Transp. Co., 486 F.2d 519, 523-27 (3d Cir.
1973) (in banc), cert. denied, 415 U.S. 990 (1974). There, the Court “imposed an implied trust on
funds held by a bankrupt debtor for another entity.” Id. at 1059.1® Unlike Columbia Gas, where
FERC orders required customer refunds, the implied trust found in Penn Central was created by an

industrywide accounting system employed by heavily regulated railroads.

"The Court had dready concluded that Congress intended the scope of § 541(d) “to include
not only funds held in express trugt, but dso funds held in congructive trugt.” 1d. at 1059. Support was
found in the following passage from the Code s legidative history (H.R. Rep. No. 95-595, 95th Cong.,
1st Sess. 368 (1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6324):

Situations occasondly arise where property ostensibly belonging to the
debtor will actudly not be property of the debtor, but will be held in
trust for another. For example, if the debtor has incurred medicd bills
that were covered by insurance, and the insurance company had sent
the payment of the bills to the debtor before the debtor had paid the bill
for which the payment was rembursement, the payment would
actually be held in constructive trust for the person to whom the
bill was owed.

(Emphasis added when quoted by Third Circuit, 997 F.2d at 1059.)

18 In Penn Central, railroads that shipped goods traveled over railroad
tracks owned by many different raillways. To facilitate operations, the
shipping railroad collected the entire charge from the customer, a
portion of which it owed to the other railways whaose tracks had been
utilized. Therallroad industry voluntarily created acomplex system of
accounting for these interline revenues and settled the balances in each
interline account monthly.

Id. at 1059-60.
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Columbia Gas went on to imply atrust for certain FERC-approved surcharges collected by
the debtor for the benefit of a nonprofit industry research and development organization, but refused to
imply atrust for “upstream” payments due gas suppliers and transporters.
The obligations owed to upstream pipelines clearly are debts. Columbia owes the
upstream pipelines money for goods and services they have provided to Columbia.
Although Columbid s customers pay the charges of the upstream suppliers dollar-
for-dollar through Columbia s rates, the chronology of the flow of money istotaly
different from the customer refunds and GRI surcharges. The bankruptcy court
found Columbia pays upstream suppliers and subsequently recoversits costs from
its customers. Since Columbia pays the upstream suppliers before it receives
money from its customers, Columbia does not act as a conduit or a collecting agent
for the upstream suppliers. The upsiream pipelines are in the same position as
every other unsecured creditor.

997 F.2d at 1063 (footnote omitted).

Columbia Gas wasfollowed by In re Globe Sore Acquisition Co., Inc., 178 B.R. 400
(Bankr. M.D. Pa. 1995). There, the debtor, alarge local department store, had collected utility bill
payments as an accommodation to its customers. The store also helped aloca nonprofit theater by
sling itstickets and, whether on the store's sdle of tickets or otherwise, collecting customer payments
due the theater. When the department store became a debtor in bankruptcy, the utility bill and ticket
sde proceeds were claimed as part of the estate in bankruptcy, a clam contested by both the utility and
the theeter.

The utility’ s position was that a written agreement with a predecessor store established a trust

relaionship and hence “the moneys received by the Debtor were trust funds and therefore belonged to

the beneficiaries of thetrug, i.e,, [the utility].” 178 B.R. at 401. The Bankruptcy Court accepted this
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argument, relying on the written agreement and resulting trust concepts as set forth in RESTATEMENT
OF THE LAW OF TRUSTS (SECOND) § 404 and Columbia Gas.*
The theater so posited its claim on atrust theory and the effect of 11 U.S.C. § 541(d) in
excluding the ticket sdle proceeds from the bankruptcy estate. However, “amore amorphous
relationship [existed] between the Debtor and the Theater” than between the utility and the store. 178
B.R. a 403. Not having the benefit of awritten agreement, the thegter relied on constructive trust
concepts (including unjust enrichment of the debtor) to support its postion. The Court rgected the
theater’ strust claim, asfollows:
While we are mindful that an entity which receives something for no consderation,
and not as a gift, is unjustly enriched, we are compelled to observe thet if that were
the only standard, then every creditor in every bankruptcy estate could claim to be
the beneficiary of acongtructive trust and therefore not subject to the distribution
schedules outlined by the Bankruptcy Code.

|d. at 404.2°

LAN Tamers, Inc., 329 F.3d 204 (1% Cir.), cert. denied sub nom. Ostrander v. City of
Soringfield, Mass., 540 U.S. 1047 (2003), revisits Columbia Gas and enriches the discourse as to

the gpplication of § 541(d). Holding that the debtor was only a“ddivery vehicle’ for money pad

pursuant to afederd subsidy program designed to benefit schools by alowing them affordable high-

¥The Court went on to ded with the issue of commingled funds, an issue not reached sub
judice.

20 Although the Debtor understood that it was obliged to pay the Theater
for the tickets thet it financed, this obligation gppears to be no different
than the duties the Debtor would have to pay its other suppliers of
merchandise.

Id. at 404.
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gpeed internet access, the Firgt Circuit excluded the federa funds from the bankruptcy estate. After
providing, asin Columbia Gas, for the incorporation of federal law into the 8 541(d) property
determination, the First Circuit continued:

Just asthe language of 8 541(d) does not invariably incorporate state law, it is not
aways limited to trusts either. To be sure, sSince the separation of legd and
equitable interests is characteridtic of atrudt, there will be overlap. In some of the
cases discussed above, courts classified the excluded property as the corpus of a
trust of somekind. E.g., Columbia Gas, 997 F.2d at 1059-60. . . . And
Congress referred to a“congtructive trugt” in . . . [its “legidative higtory™]. . . .2

This usage may prove confusing, however, because these supposed trusts might
lack characteristics of trusts recognized for other purposes under state law. We
think it better to avoid the language of trusts and rest our holding more smply on
thefact that LAN Tamers, as amere ddivery vehicle, lacked an equitable interest
in the reimbursements under the federd program.

Id. a 214 (footnote and trailing citations omitted).

Contractud Rights Contention

Though 8 541(d) has no direct application sub judice, it is nonetheless a prism through which
the broadly stated estate property concepts of § 541(a)(1) can be analyzed.

Inre LAN Tamers, Inc. would venture into federal nontrust common law to derive a conduit
theory of exclusion of eguitable interests from the bankruptcy estate? Like Columbia Gas, LAN

Tamers could superimpose on the Bankruptcy Code solid nonbankruptcy Congressiona policy®

1See |egidative history quoted at note 17, supra.

22The Columbia Gas mgjority was not ready to define the § 541(d) exclusion in other than
trust terms. 997 F.2d at 1059 n.7.

ZColumbia Gas emphasized both the Natural Gas Act, 15 U.S.C. 717-717W (1988 and
Supp. 111 1991) and substantiad Federd Energy Regulatory Commission (“FERC”) rules as gpplicable
nonbankruptcy law. See, e.g., 997 F.2d at 1051-52. LAN Tamers identified the 1996
Telecommunications Act, 47 U.S.C. 8 254 (b)(6), (h)(1)(2000), and Federal Communications
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(whether to incorporate it into federa trust common law asin Columbia Gas or into alooser mere
conduit theory asin LAN Tamers).

In the immediate case, there is no comparable to the clear federd statutory policy of Columbia
Gas and LAN Tamers. Ingeed, the plaintiffs rely on the web of contracts, contending first thet the
contracts bestowed equitabl e title upon Pemaquid and rendered Legion a“mere conduit” for
Pemagquid' sfunds. It isemphasized that this argument is purdly afunction of contract interpretation,
with itsintended end point being to establish Legion as a*“mere conduit” for premium and reinsurance
proceeds, though this end point is where LAN Tamers and Columbia Gas came out (as to certain
funds), the plaintiffs peth hereis distinctly different from that of the Circuits.

The facts of the“up” and “down” flow of premiums/reinsurance payments belie the plaintiffs
contract-based contention. Clearly, Pemaquid disclamed any and dl interest in premium; moreover,
the reinsurer’ s obligations to Legion were digtinct from the Pemaquid-Mutud rdationship. Legion was
burdened with primary respongbility, as Policy insurer, to the insured, and the reinsurer undertook a
like primary obligation to Legion. In addition, Legion did not cede the entire premium; instead, it used a
portion to purchase catastrophic reinsurance to pay certain expenses, to “seed” projected loss funding,
and to pay its“commissons” Whether Legion's ceding of the baance of premiums dlowsit to be
characterized as a“mere conduit” for upstream premiums is quite problematic. As athreshold matter,
for whom does the trustee contend Legion served as a conduit of premium? It certainly is not

Pemaquid, given the aforereferenced disclaimer. A secondary point, the propriety under applicable

Commission (“FCC”) regulations at 47 C.F.R. 88 54.701, 54.702, and others. See, e.g., 329 F.3d
206-07.
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insurance law of passing the largest part of premiums paid for domesticaly marketed insurance policies
to unlicensed offshore operations, isleft to the regulators. But most Sgnificantly, for present purposes,
if courts were reedily to permit the dathering of the “ mere conduit” moniker onto parties participating in
complex financid/fund-transfer transactions, there would be genera uncertainty if not chaos as to asset
ownership and availability.>* The current overuse of unrestrained trust arguments (culminating in what is
increasingly the sought after remedy of desperation and last resort — the congtructive trust) would be
coupled with an even less-law-connected conduit characterization.

And, however one views the premium upflow here, the downflowing reinsurance proceeds
were not smply passing through Legion on their way to pay dams, they were the tender by which
Legion wasto mest its responsi bility (not Pemaguid's nor the reinsurer’s) to clamants. The
complexity of the insurer-reinsurer relationship as evidenced by the Reinsurance Agreement (including
intricate insurance reconciliation requirements a Article VI, credits for such things as“ sdvage,”
“reimbursement,” and “recovery,” Article 111 3, adjustment to and averaging in the “Paid Loss Deposit
Fund,” ArtidleV, etc.), establish afull and congtantly adjusting business/financid arrangement between
Legion and thereinsurer. Accordingly, “two sophigticated insurance companies’ developed an intricate
indemnity-like rdaionship. British Ins. Co., 335 F.3d a 213. Any net amount due one way or the
other would be basic unsecured business debt. Compare Columbia Gas, 997 F.2d at 1063; Globe,

178 B.R. a 404. No smple pass-through can be made out under these circumstances.

24 Secret interests, like secret liens, are drags on active commerce and commercia finance. So
too are uncertain interests and liens whose existence depends on after-the-fact litigation. Contrast
Article 9 of the Uniform Commercid Code, which provides alawful method by which interests in bank
accounts can be hypothecated. UCC 88 9-104, 314, 327 and 342.
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Furthermore, the severahility of the Legion-reinsurer relationship from Pemaquid is made
crystd clear by the settlement between the Commissioner and Mutud (dlong with its affiliated
reinsurers). Compar e the broadly inclusve Commutation Agreement of April 23, 2003 with the MB
demand letter to Pemaquid of August 20, 2003.% (D15, 1 19 and D6, Exhibit Q, Subexhibit C,
respectively.)

Ultimately, the plaintiffs argue that alinkage provisior?® in the Shareholder Agreements puts
Pemaguid in a postion to cam its dividends directly from Legion (and the Imprest Account balances).

However, linkage is not enough. No one contests the existence of a“rent-a-captive’ program and its

20f course, if the MB demand is accurate, it establishes the absence of any underwriting profit
due Pemaquid (now the trustee), thus undercutting the cornerstone of the trustee' s case (which isthat
the Imprest Account balance represent that profit). That issue will, presumably, be resolved in the
ongoing Bermudallitigation. For present purposes, it is sufficient to conclude that Pemaguid' s ded with
Mutua, though structured through and around the Investment M echanics and the Insurance Mechanics
did not and should not impair the Commissioner in her public responsbility from garnering reinsurance
in bulk to meet the insurer’s primary respongibility to policyholders (or to various state guaranty funds
ganding in their seed). And this Court should be mindful of the Commissioner’s duties and the
Commonwedth’s liquidation proceeding. Cf. Burford v. Sun Oil Co., 319 U.S. 315 (1943).

%5The SA provides,

WHEREAS, this Agreement, the Policy, and the Tregty [i.e. the
Reinsurance Agreement] together congtitute a single insurance program
(hereinafter the “ Program”) which is a uniquely negotiated sngle
contract and no part of the Program would have been entered without
the other parts being in force.

It should be noted that though Mutud is the parent of Legion, MB and MBar, only Mutuad and
Pemaquid (in one instance) or United Messenger (in the other) executed the SAs. Moreover, the RA
(or Treaty) dated back to 1988, substantidly predating the 1996 SAs, omitted from this“single
contract” SA provison is any reference to the Management Agreement, the Brokerage Agreement, and
the TPAS, and, the SAs (at 1 4) committed the shareholder (Pemaguid or United Messenger) to “pay
al premiums due to Insurance Company [Legion] promptly and in full,” but made no reference to any
Legion obligation of remittance to the shareholder.

24



interconnected pieces. However, those connections did not (i) relieve Legion of its primary Policy
obligations, (ii) establish any other party as primary Policy obligees, (iii) relieve the reinsurer of its
primary obligation to Legion, (iv) establish any other party as primary reinsurance obligee, (V)
overcome Pemaguid' s disavowd of any interest in premium, (vi) expresdy (or implicitly) obligate
Legion to Pemaquid for retained reinsurance proceeds, or (vii) expresdy (or implicitly) override the
authority of the Commissioner asliquidator of Legion to commute and settle reinsurance accountsin
bulk (and to apply settlement proceeds as it seesfit to fulfill her duties as liquidator of Legion).?’

Inthe final analys's, Legion participated in a dynamic insurer-reinsurer relaionship which
generated ordinary business credits and debts. Legion was the recipient of reinsurance proceeds which
it deposited into its genera operating account; it then drew on that account to fund the Imprest
Accounts managed by the TPAs and thus met its obligations under the Policies. Legion wasin no sense
a“mere conduit” of reinsurance proceeds.?®

Resulting Trust Contention

Asapractica matter, it is difficult to conceive of any remaining plausible argument for the
plantiffs resulting trust contention, given this Court’s rgection of the “ mere conduit” contract

contention. However, as previoudy indicated, conceptudly the “mere conduit” rubrics of both LAN

2"Consider the Commissioner’ s post-Commutation Agreement transfer of funds to the New
Jersey Imprest Account. (See D3, Exhibit N).

8This conclusion gpplies whether the RA-required “Paid Loss Deposit Fund” isin fact the
Imprest Accounts (as the plaintiffs contend) or a separate and distinct Legion bookkeeping account (as
the Commissioner contends). Of course, the plaintiffs position ignores the documentary chronology:
the RA was sgned in 1988 while the TPAs (the clearest contract connection to the Imprest Accounts)
were not Sgned until 1997.
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Tamers and Columbia Gas (which differ somewhat inter se), are each a different species than the
resulting trust theory as it would be gpplied in the immediate case.

Recdl that LAN Tamersisacase conceived of (i) as determining a 8 541(d) exception to the
broad sweep of § 541(a) property of the estate, and (i) as being decided under nontrust federal law
devolved from federd statutory law establishing “sgnificant federd interests” The Firgt Circuit is clear
in its parsng of the variables of sate law from federa law, and trust law from awell-defined federd
program (“[j]ust asthe language of 8§ 541(d) does not invariably incorporate state law, it is not always
limited to trusts either. . . . because these supposed trusts might lack characteristics of trusts recognized
for other purposes under state law. . . . [it ig] better to avoid the language of trusts and rest our holding
more Smply on the fact that LAN Tamers, as a mere ddivery vehicle, lacked an equitable interest in the
reimbursements under the federd program”). 329 F.3d a 214. See also, In re Joliet-Will County
Cmty. Action Agency, 847 F.2d 430, 432-33 (7th Cir. 1988).

The Third Circuit's Columbia Gaswas a0 (i) a 8 541(d) case, but (ii) was decided under
federa common law trust theory (though footed in afedera regulatory interest comparable to that of
LAN Tamers). 997 F.2d at 1059-60, 1062. Judge Nygaard, in partial dissent, presaged LAN
Tamers asfollows.

| agree with the mgority to the extent that commingling of funds and
payment of interest do not preclude a concluson that Columbia has no
equitable interests in these FERC-mandated refundsunder 11 U.S.C. §
541(d). | disagree, however, with the gpplication of trust law whenitis
clearly unsuited to thisissue. When nothing indicates one way or the
other whether the parties intended to create a trust, and moreover,
Columbia, by seeking to distribute these refunds to the customers was
smply trying to obey the law, there is no good reason to gpply the law

of trusts, which after dl is predicated upon the intentions of the parties
to create afiduciary duty. Instead, we should balance the competing
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policies and try to discern the congressional intent behind the
Bankruptcy Code, 11 U.S.C. § 541(d), and the National GasAct. . . .

997 F.2d at 1065 (citations omitted).
Globe comes closer to the matter sub judice in its reliance of dtate trust law (and indeed, the
law of resulting trust as to the utility payments). However, being in the prevaent posture where a
claimant seeks to exclude nominaly held funds from the bankrupt estate, the case is decided under 11
U.S.C. §541(d). Like Globe, gate resulting trust law is a issue here; unlike Globe, there is no direct
gpplication of the Code s property exclusion of § 541(d).
The RESTATEMENT OF THE LAW OF TRUSTS (THIRD) defines aresulting trust as follows:
[A] reversonary, equitable interest implied by law in property thet is
held by atransferee, in whole or in part, astrustee for the transferor or
the transferor’ s successors in interest.
Id., & 87, p. 86. Such animplied trust, not manifestly intended by the transferor, “ariseswhen a
[transferor] makes or causes to be made a disposition of property under circumstances (i) in which
some or dl of the transferor’ s beneficia interest is not effectively transferred to others (and yet not
expressly retained by the transferor) and (i) which raise an unrebutted presumption that the transferor
does not intend the one who receives the property (the “transfereg’) to have the remaining beneficid
interest.” Id. a 87, p. 86, cmt. & In Pennsylvania, see Mooney v. Greater New Castle Dev., 510
Pa. 516, 520-21 and 522-23, cert. denied 479 U.S. 915 (1986); Masgai v. Masgai, 460 Pa. 453,
460-61 (1975); In re Summers, 424 Pa. 195, 199 (1967); Policarpo v. Policarpo, 410 Pa. 543,
545-46 (1963). The Supreme Court of Pennsylvania has consistently imposed a heavy burden of proof

on a party which would establish aresulting trust. “[T]he evidence must be * clear, direct, precise, and

convincing.”” Masgai, 460 Pa. a 460, citing Policarpo, 410 Pa. at 545. Aswith any ora trugt,
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“‘unless the evidence of [itg exigence. . . isof the highest probative vaue, equity should not act to
convert an absolute ownership into an estate of lesser qudity.”” Masgai, 460 Pa. at 460, citing Sechler
v. Sechler, 403 Pa. 1, 7 (1961). See also Galford v. Burkhouse, 330 Pa. Super. 21, 30-31 (Pa.
Super. Ct. 1984). In Texas, see Nolana Dev. Ass' n, 682 SW.2d 246, 250 (Tex. 1984); Roberts v.
Squyres, 4 SW.3d 485, 489 (Tex. Ct. App. 1999); Lifemark Corp. v. Merritt, 655 S.W.2d 310,
316 (Tex. Ct. App. 1983). In New Jersey, see Graham v. Onderdonk, 33 N.J. 356, 363-64 (1960)
(recognizing that the purpose of aresulting trust is “to effectuate the inferred intent of the parties” such
that “where the intent gppears from the circumstances, it is unnecessary to give effect to the
presumption of intent”); Hill v. Warner, Berman & Spitz, P.A., 197 N.J. Super. 152, 167-68 (App.
Div. 1984) (“[a] resulting trust arises where a person makes or causes to be made a disposition of
property under circumstances which raise an inference that he does not intend that the person taking or
holding the property should have the beneficia interest therein, unless the inference is rebutted or the
beneficid interest is otherwise effectively disposed of,” referring to 2 RESTATEMENT, TRuSTS 2, 8§ 404
(1959) ; In re Voorhees, 93 N.J. Super. 293, 298-99 (App. Div. 1967) (dthough aresulting trust may
be inferred when an express trust fails, aresulting trust is not inferred if the intent of the settlor, gleaned
from the instrument and extring ¢ circumstances, rebuts the inference of resulting trust). See also Turro
v. Turro, 38 N.J. Super. 535, 540-41 (App. Div. 1956) (to raise the presumption of resulting trust the

proofs must be “very clear”).
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The immediate facts are not congruent with resulting trustsin five principd regards. First, the
premiums as such were never the property of Pemaguid,? thus making it difficult to conceive of these
“upflow” funds as having been “transferred” by Pemaquid. While it istrue that the upflow funds were
not to profit Legion (after its Sx-percent commission and other alowed expenses were drawn), they
nevertheless were to be totally available for the purchase of reinsurance and to provide for clams
agang Legion-issued Policies and clam-related expenses.

A second incongruity in the matter sub judice is that the “downflow” funds eermarked for clam
settlement did not emanate from Pemaquid. The reinsurer maintained the Loss Fund into which
premium dollars were paid; the Loss Fund (including interest earned on it) was avallable to satidfy
program clamsthrough Legion. Thus, to establish aresulting trust the plaintiffs would have to posit
that the reinsurer did not intend Legion to retain funds which might remain (even temporarily) with

Legion in the Imprest Accounts. (In fact, the best argument the plaintiffs can muster is the farfetched

PSee, e.g., MA, Sec. 9D (D3, Exhibit F), which provides as follows:

All premiums collected by the Manager [Pemaquid] areto be hdd ina
fiduciary capacity for the Company [Legion] in an account in a bank
which isamember of the Federd Reserve System, and are the
property of the Company. The burden of collection of dl premium,
induding but not limited to premium ingtalments, audit premiums and
assessments, shal be borne by the Manager and paid to Company
whether collected or not. The Manager has no interest in the premiums
collected by it and shal make no deductions therefrom before paying
the same to the Company except for the compensation authorized [i.e.
commissiong]. . . . The Manager shall not make persond use of such
premium funds either in paying expenses of the Manager or otherwise.

Consgtent therewith, see, e.g., BA, Sec. B (D3, Exhibit G); SA-P, Sec. 4 (D8, Exhibit A); and SA-
UM, Sec. 4 (D8, Exhibit B).
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dlegation that Pemaquid did not intend that the reinsurer’ s remittance to Legion would dlow fundsto
remain with Legion.) Apart from the plaintiffs questionable standing to argue the mind-set of the
reinsurer, the well-developed and preexisting relationship between Legion and the reinsurer
contemplated an ongoing account reconciling business process, not one evidencing the requisites of
resulting trust.

Third, Legion (now the Commissioner) has not closed out its *“book of busness’ in terms of
United Messenger Courier Program ligbility — particularly with regard to claims of various Sate
guaranty funds* The daim filing deadline in Legion’s liquidation “has not yet expired” (D3, Exhibit Q,
150). Hence, there might be no “residue’ at dl.

Fourth, this matter is not congruent with cases employing the resulting trust remedy because of
complexitiesin accounting for premium payments between Pemaguid and Legion. The Commissoner
damsthat millions of premium dollars are due from Pemagquid;* indeed, Pemaquid was responsible
for premiums whether collected or not.3 Whether the Commissioner can ultimately establish, for
example, that any part of premium dollars for issued but unpaid policiesis due, remainsin large pat a

function of the auditing and proof processin the Legion liquidation, and perhaps in this case®

%See D3, Exhibit Q 1147-50; N.JS.A. 34:15-89 et seq. Seealso N.JSA. 34:15-103 et
seq.; N.J.SA. 34:15-120.16.

31The Commissioner’ s September 9, 2004 proof of claim isfor “[b]oth collected and
uncollected premiums’ in the asserted amount of $15,196,000. See clamsregister in main case #19.

32“The Manager [Pemaguid] shall remit to the Company [Legion] al premiums, whether
collected or not. ...” MA, Sec. 9B (D3, Exhibit F) (emphasis added). See also BA, Sec. B (D3,
Exhibit G).

Bvaious rights to setoff between Legion and Pemaquid persist. See MA, Sec. 19 (D3, Exhibit
F). Seealso Mutud’sright to setoff for unpaid premiums. SA-P, Sec. 4 (D8, Exhibit A); and, SA-
30



And findly, the Mutud reinsurers have settled their accounts with the Commissioner with
respect to all reinsurance and L oss Fund obligations arising out of their relationship with Legion.®* The
settlement plainly reflects the contractua positions of insurer and reinsurer and embodies abasic
bus ness adjustment, not the artificidity of imposed trust notions. It dso raises the question:  if Mutua
and its effiliates have thus waived any clam to the balancesin the Imprest Accounts, what position
could Pemaquid or, now, the trustee and his affiliates have asto a hoped for resdua amount? At bet,
the plaintiffs are left with adaim against Mutud, potentidly part of ongoing litigation with Mutud in
Bermuda®

Congructive Trust

Though not formally asserted by the plaintiffs, constructive trust theory should aso be tested
againgd thefacts of thiscase.  Asprevioudy indicated, a snippet of legidative history to 8 541(d) refers
to “consgtructive trust,”3® thus setting in motion a hunt for its bankruptcy implications™”

The RESTATEMENT OF THE LAW OF RESTITUTION (FIRST), 8 160, provides:
Where a person holding title to property is subject to an equitable duty

to convey it to another on the ground that he would be unjustly enriched
if he were permitted to retain it, a congructive trust arises.

UM, Sec. 4 (D8, Exhibit B).
Spe D10, Exhibit W; D6, Exhibit Q, Subexhibit C.

*In fact, the trustee and other plaintiffs are defendant-counterclaimantsin Mutua’ s Bermuda
uit. See D6, Exhibit N.

%See note 17 supra.

37See Keach, “ The Continued Unsettled State of Constructive Trusts in Bankruptcy: Of
Butner, Federal Interests and the Need for Uniformity,” 103 Com. L.J. 411 (1998).
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Moreover, “[a] congtructive trust does not, like an express trust, arise because of the manifestation of
an intention to create it, but it isimposed as aremedy to prevent unjust enrichment.” 1d. at 8 160 cmt.
a Condructive trust is thus distinguished from resulting trust, where circumstances raise an inference
that the transferor of property did not intend the transferee to have a beneficid interest in that property.
Id. at 8 160 cmt. b.

Much of what was previoudy expressed as to the lack of judtification to impose a resulting trust
applies likewise to the congructive trust concept. The plaintiffs can neither establish that the
Commissioner through Legion has been unjustly enriched by retaining the Imprest Account balances,
nor that the trustee and others through Pemaquid have been unjustly deprived of those baances. In
particular, Legion’s entitlement to premiums vis-a&vis Pemagquid, the insurer’ s till open books of
account regarding clamsin the liquidation proceeding, and persasting offset issues, dl undercut the
conclusion that the Commissioner is being unjustly enriched by exercising itstitular rights to the Imprest
Account balances. Unjust deprivation of the plaintiffs interest in the accounts is likewise negated.

Thereisadso asubstantial question asto the efficacy of imposing a condructive trust after a
liquidation order has provided for the marshding of al Legion assets® to meet generd distribution

needs. If that order were, hypotheticaly, a bankruptcy petition and the usud fact pattern (i.e., clamant

3The July 25, 2003 Order of Liquidation (D3, Exhibit B), clearly establishes control over the
assats of Legion, creating an estate akin to that which 8 541(a) would create in bankruptcy; to wit:

7. The Liquidator is vested with title to dl property, assets,
contracts and rights of actions (“assats’) of Legion of whatever nature
and wherever located, held as of the date of filing of the Petition for
Liquidation. All assets of Legion are hereby found to be in custodia
legis of thisCourt . . .
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seeking the exclusonary effect of 8 541(d)) persasted, ratable distribution under the Bankruptcy Code
would be a risk. It has been pogted that “[a]t a minimum, only property which isthe subject of a pre-
petition find order specificaly imposing a congructive trust should be excluded from the estate, or
result in aspecid priority for the daimant.” Keach, 103Com. L.J. at 448.% Whether such abright line
test will prevail in bankruptcy given the current structure of 8 541(d) and the potentid rigidity of such a
test remainsto be seen.® In any event, heavy burdens should be imposed on claimants seeking to
upset ratable distribution precepts of bankruptcy —and in roughly comparable state liquidation schemes
such as that under which the Commissioner is operating. That burden can be carried in one or another
circumstance where, e.g., there isaclear and precise federd policy favoring aclamant over generd
digribution (asin Columbia Gas and LAN Tamers), or where resulting trust law gppliesand is clearly
established (asin Globe), or where identifiable and specific prepetition judgments firmly establish rights
to nonratable digtribution (asin Del.auro); sub judice, no such foundation for an equitable remedy
perssts. Nor doesthe fact that the claimant here includes atrustee in bankruptcy (having his own
Code-required distribution obligations) add any merit to the case for constructing atrust out of thin

dlegations.

39This proposition was offered in the context of a suggested |egidative change to the Code. See
also Sherwin, “ Constructive Trust in Bankruptcy,” 1989 U. oF ILL. L. Rev. 297, 365 (“Perhaps a
remediad application of congtructive trust in bankruptcy is not feasible, because the litigation required is
too codtly to judtify itsresults’).

“Consider Inre DeLauro, 207 B.R. 412 (Bankr. N.J. 1997) (where a prepetition settlement
agreement provided for the transfer of real property from husband to wife that agreement was
incorporated into a prepetition fina judgment of divorce, and the bankruptcy court thereafter imposed a
congtructive trust on the undeeded redlty in favor of the wife and contrary to the position of the debtor-
husband' s trustee in bankruptcy).
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Conclusion

The trustee and other plaintiffs would have this Court wrest two bank deposit accounts away
from the Commissioner, notwithstanding the following undisputed facts:

0] the Commissioner’s predecessor in interest, Legion, was the bank customer
who opened the accounts in its name, and controlled those accounts,

(D) the subject accounts became liquidation estate property in custodia legis
before the current bankruptcy case was initiated; and

(i) complex contractud arrangements designed to legitimize a*“ cregtive’ insurance
program failed to define any specified interest in the subject accounts other than
that of Legion.

No reasonable assessment of the component parts or the whole of the *rent-a-captive’
insurance program at the heart of this proceeding renders Legion a*mere conduit” for any account
funds attributabl e to the debtor, Pemaquid, or the partnership, United. Nor has ether aresulting or
congructive trust in the accounts in favor of Pemaquid or its partnership, United, been established. In
fact, there is no specific expresson in, or reasonable implication to be drawn from the documents and
relationships of the various parties to the insurance program to support any legd or equitable remedy
sought by the trustee and the other plaintiffs. The Imprest Accounts are thus found not to be property
of the estate in bankruptcy or of the debtor’ s affiliates, and remain the property of the liquidator, the
Commissioner of Insurance of the Commonwedth of Pennsylvania. Summary judgment is awarded the
Commissioner on her motion, and the plaintiffs motion is accordingly denied. An implementing order

will be entered by this Court.



Dated: January 12, 2005 /s Morris Stern
MORRIS STERN
United States Bankruptcy Judge
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